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Trade, Trade Barriers, and Trade Deficits: 
Implications for U.S. Economic Welfare 

Summary 

This report provides an overview of the economics of international trade that 
may be helpful for consideration of many recurring international economic policy 
issues. It is intended as a general explanation of mainstream economic principles that 
may be considered in gauging the economic significance of trade issues as well as 
the trade-offs inherent in many policy choices. A fundamental tenet of economics 
is that international trade is a means to a higher standard of living for all trading 
nations. The post-war era has seen a rapid expansion of trade and the United States 
has been a major participant in this process both as a trading nation and as a leader 
in the steady lowering of barriers to trade worldwide. The significant benefit of trade 
does not come without disruption and cost, however. Gaining the benefit of trade 
and also treating equitably those hurt by trade is often a difficult public policy issue. 

There is recurring congressional concern about the effect of trade on U.S. 
economic welfare. Current issues include bilateral and multilateral trade 
liberalization initiatives, steel dumping, export controls, and the rapidly growing 
trade deficit. This report provides a brief overview of the economic arguments for 
free trade, common arguments for trade barriers, and the cause and economic 
significance of persistent large trade deficits. A central theme is that the economic 
benefit of specialization and trade is a fundamental aspect of economic life whether 
for the individual, region, or nation. This benefit is mutual, enriching each trader; 
moreover, the gain from trade can accrue to a trading partner even if that partner is 
less efficient in the production of all tradable goods. Trade can also lead to economic 
gains by allowing a fuller use of economies of scale and by inducing productive 
innovation. Trade is, however, a disruptive force as well, advancing the economic 
position of relatively efficient activities, but diminishing that of relatively less 
efficient activities. This process will often place significant economic and social 
costs on workers and industries in adversely affected activities. 

Arguments for trade barriers come in many forms but none is generally accepted 
by economists. Trade barriers are often seen as a redress to the social and economic 
costs of trade or as a way of enhancing economic advantage. In most cases, however, 
economists argue protection from trade imposes costs on the economy that exceed 
the benefits obtained. These costs can arise from inefficient resource allocation, 
intractable implementation, and foreign retaliation. 

The trade deficit is not a necessary aspect of trade, nor is it caused by foreign 
trade barriers. A trade deficit is rooted in macroeconomic behavior at home and 
abroad. The deficit is a means for the nation to spend beyond current production, 
with a like sized inflow of borrowed foreign capital that funds the added spending. 
Spending beyond current production, particularly on investment, can confer 
significant benefits. But, borrowing will entail some level of cost as debts are repaid. 

This report will be updated infrequently with changes in economic knowledge 
and with current trade data. 
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Implications for U.S. Economic Welfare 



The Growing Importance of Trade to 
the U.S. Economy 

The American economy has experienced steady and substantial growth of 
international trade since the end of World War n. Total trade (the combined value 
of exports and imports) as a share of gross domestic product (GDP) has risen from 
around 10% in the 1950s to about 26% in 2005. Even this large increase may 
understate the rising impact of trade on the economy because of the large share of 
services output, much of which is non-traclable , in U.S. GDP. For example, looking 
at merchandise exports as a share of total tradeable output for the United States 
shows growth from near 4% in 1950 to more than 40% in 2005. For the United 
States, however, international trade is still much less important than in other 
industrial economies, where, as in most European countries, trade often exceeds 50% 
of GDP. 1 

The rising integration of the American economy with the world economy has 
been facilitated by technical advances that have reduced the natural barriers of time 
and space that separate national economies. Integration has also been facilitated by 
recurrent multi-national policy actions that have steadily lowered various man-made 
barriers to international exchange. The United States has always played a leading 
role in pursuing these trade liberalization initiatives. As natural and man-made 
barriers have fallen, the considerable economic advantages of trade have induced 
large increases in the international exchange of goods, and a mutual gain in the 
economic well-being of trading nations. 



Why Do Countries Trade ? 2 

Trade occurs because it is mutually enriching, with a positive economic effect 
like that caused by technological change, whereby economic efficiency is increased, 
allowing greater output and consumption from the same endowment of productive 
resources. Think of international trade as a productive process, with U.S. exports as 
the inputs and foreign imports as the output. But, most importantly, it is a more 
efficient productive process that provides American consumers with goods and 
services they want at a lower cost than can domestic producers. The notion “exports 



1 See International Monetary Fund, World Economic Outlook , June 2005. 

2 For a fuller discussion, see N. Gregory Mankiw, Principles of Economics (New York: 
Dryden Press, 1997), pp. 45-57. 
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are good and imports are bad,” often colors public policy debates about international 
trade. As the cited analogy suggests, from a macroeconomic perspective both exports 
and imports are “good.” The benefit of free trade is attached to the product received, 
not in the product given. The United States want imports, and exports are how they 
are paid for. This is an exchange of something of value to acquire something of 
greater value. And what is gained from such exchange is increased by anything that 
allows the United States to exchange a smaller volume of exports for any given 
volume of imports (i.e., by a reduction in the export cost of imports). 

Like technological change and other market forces, international trade creates 
wealth by inducing a reallocation of the economy’s scarce resources (capital and 
labor) into relatively more efficient activities and away from less efficient activities. 
In the case of international trade, however, the more efficient activities are located 
beyond the nations borders. Such reallocation can be characterized as a process of 
“creative destruction” generating a net economic gain to the overall economy, but 
also being disruptive and costly to workers in adversely affected industries. These 
displaced workers will likely bear significant adjustment costs and many may find 
work only at a lower wage. Although economic analysis almost always indicates that 
the economy-wide gains from trade exceed the costs, the perennially tough policy 
issue is how to secure those gains for the wider community while dealing equitably 
with those who are hurt by the process. 3 

Specialization, Comparative Advantage, 
and Gains from Trade 

The importance of the gains from trade is clearly evident in individual economic 
behavior. Rather than a person building his or her own automobile, providing his or 
her own medical services, or producing his or her own food, it far more efficient for 
an individual to specialize in the production of some good or service in which he or 
she is good at and trade these (indirectly with the use of money) for most other goods 
or services that are desired. Such specialization and trade clearly allow each person 
to consume far more than would be possible if he or she were completely self- 
sufficient. The same is true for a country, albeit to a less extensive degree in most 
cases (i.e., U.S. imports of goods and services amount to about 15% of GDP). 

Economics also tells us that the gains from specialization and trade are mutual, 
occurring even if the trading parties have an absolute advantage or disadvantage in 
the efficiency with which they produce all tradable goods. All that is required is a 
difference in relative efficiency, that is, a difference among countries in the rate at 
which the output of one good must be curtailed to expand production of another 
good. (In other words, a difference in opportunity costs exists). If these rates are 
different, then each country has a comparative advantage in the production of one 
of the goods, creating the potential for gains from trade. In this circumstance, each 



3 For further discussion of the nature and significance of integrated global markets, see 
Thomas Friedman, The Lexus and the Olive Tree (London: Harper Collins, 2000); Martin 
Wolf, Why Globalization Works (New Haven: Yale University Press, 2004); and Gary 
Burtless, Robert Z. Lawrence, and Robert Litan (Washington D.C.: The Brookings 
Institution, 1998). 
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country can improve its economic well-being by producing what it does ( relatively ) 
best and trading for the rest. A nation does not compete with its trading partners, it 
engages in mutually beneficial exchange with them. Therefore, business metaphors 
such as “competitiveness” that are relevant to the individual firm are unlikely to be 
useful in understanding the “two-way” nature of trade and significance of the mutual 
gains from trade. 

This principle of comparative advantage would explain, for example, why the 
$200 per hour attorney, despite being able to type very fast and accurately, would still 
find it more efficient to employ a secretary for $25 an hour to do that job. The 
income gained from using the time he or she would spend typing to practice law 
would likely more than compensate for the cost of the secretary. (The opportunity 
cost of the attorney typing for one hour exceeds the cost of the using a secretary for 
that task.) Similarly, the secretary gains by spending more time typing and less time 
attempting to practice law. (The pay from typing exceeds the opportunity cost of not 
practicing law.) 

Differences in comparative advantage will arise between countries because of 
differences in the relative abundance or scarcity of the factors of production. 
Comparative advantage will be found in those activities that make intensive use of 
the abundant productive resource. For example, compared with many other 
countries, the United States, with arelative abundance of high- skilled labor, will find 
that specialization in the production of goods that use high-skilled labor intensively 
will, with trade, raise national income. In contrast, China, which has a relative 
abundance of low-skilled labor and relative scarcity of high- skilled labor, would find 
that specialization in the production of goods that use low-skilled workers intensively 
would, with trade, raise that country’s real income. (Differences in productive 
technology among countries could also create differences in relative efficiency and 
form a basis for trade.) 

Comparative advantage can emerge in the production of intermediate products 
as well as final products. With some increasingly fragmentable production processes, 
it may be more efficient to produce a particular component in one country, another 
component in a second country, and assemble the final product in a third country. 
It is also found that comparative advantage will vary over the life cycle of a product. 
At the stage of innovation and product development where high-skilled workers and 
specialized capital are required, an economy with an abundant endowment of such 
resources like the United States would be the more efficient location for production. 
At a later stage in the product’ s life, with greatly expanded sales, a settled technology, 
the capability for standardized production, and a falling price, production would be 
more efficient in an economy with an abundance of low- wage labor such as in China. 

It is important to highlight that the gains from trade will most often arise from 
there being differences between the trading partners, not just economic differences 
but social, political, geographical, or demographic differences can be of significance 
as well. 4 This explains why many economists do not find useful the sports metaphor 



4 The exception would be a difference caused by a man-made barrier to trade, such as a 

(continued...) 




